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Guidelines For Capital Requirements On Collateralized 
Mortgage Obligations 

Summary:Forpurposesofthe~-~CapitalStandard,~~~Otranchesaredeanedto 
exhiit exorssive interest-rate, prepaynumt-rate or principal loss risk, and are assigned to the lCNI% risk-weight 
category. 

For Further h@nnation Cuntach Your 
District Office or the Supervision 
FUoliCzy Division of OTS, Washington, 

. 

Thrift Bulletin 38 

This Bulletin provides guidance 
concerning the appropriate capital 
requirement on CM0 tranches. 

Backeround: 

Section 301 of the Financial Institu- 
tions Reform, Recovery, and 
Enforcement Act, Pub. L No. lOl- 
73, 103 Stat. 183 (Aug. 9, 19891, 
amends the Home Owners’ Loan 
Act of 1933 to require the UTS to 
promulgate a risk-based capital reg- 
ulation. The CYIS has recently issued 
its risk-based capital regulation. See 
54 Fed. Reg. 46845 (Nov. 8,1989). 

Under the new riskbased capital 
regulation, certain mortgag%elated 
securitie3areas!3@zdtothe20% 
risk-weight catego . 12 c.F.R 
567.6faXl XiiXHI. xe mortSa 
related securities that qualify f&Y r 
assignment to the 20% risk-weight 
=tstoV areh@&~uaBty r=u-tga 

e=Pt r 
stripped mortgage&ated securit%G 
andthoseclasseswithresidualchar- 
acteristics. 

defined in section 3faX41) of the 
Stxurities Exchange Act of 1934,15 
U.S.C. 78c(aX41), and those securi- 
ties issued by or fully-guaranteed by 
the Federal National Mortgage 
Association, the Federal Home Loan 
Mortgage Corporation, and the 
Government National Mortgage 
Association. 12 CF.R 567.10. 

Collateral&d mortgage obligations 
(“CMOS”) are a type of rnortgafg+ 
related security; CMOS include obli- 
gations collaterahzed by securities 
issuedbyorfull -guaranteedbythe 

IuJ Federal Natio Mortgage Associa- 
tion, the Federal Home Loan Mort- 
gage Corporation, and the Covem- 
ment National Mor@ge 
Association. CMOS are multiclass 
-ties (i.e 
of different 

VV&$!l~comFos=$ 

prepayment-rate and principal loss 
risk vary significantly de 

cuK? 
‘ng on 

tifeaturesofaparti tranche. 
Tranches that meet the definition of 
highquaBtymortga~l&Yxisecur- 
itkSUT?gJXTidlyassignedtOthe 

20% ridwe!ight cabzgory., As set 

fOlthmOrefUllybeloW,however, 

certaina4iostrarrhesarea!3si~ 

to the lo@% risk-weight category. 

Asstatedintherisk-basrxicapital 

?z!Y 
tion, 12 C.F.R 567.6faXlXii) 

,oneeJuqiontotheaa@nment 
tothe2o%risk-wei tcategoryis 

$ madeforclasseso highquali 
mortga related securities wi 3: 
resid tnJ+ characteristics. As de&xl 
in the regulation, 12 C.F.R 567.l(aa), 
the term “residual characteristics” 
meansinterestssimilartoamulti- 

class pay-through obligation rep= 
mting the excess cash flow ener- 

J ated from mortgage collate over 
the amount required for the issue’s 
debt service and ongoing adminis- 
trative v or interests present- 
ing similar degrees of interest-rate/ 
pyment risk and principal loss 

Clarification 
Of CM0 Tranches 

The Of&e, after a review of cur- 
rently existin 

t!a 
CM0 tranches, has 

determined t certain classes of 
CM0 tranches flist~ti~low) rep* 
sent interests P-t 
sufficiently high degrees of interest- 
rate/prepayment risk or principal 
loss risk to warrant their exclusion 
from the 20% risk-weight catepy. 
One basis for the O&e’s determma- 
tion is the relative degree of interest 

such tranches 

mortga~ securities. 

ThedassesofCMOtI%U&?slisti 
belowaredeemedtohaveresidual 

C.F.R 567.6faXlXu 
(lXivXN$ are assigned to the 100% 
risk-weight category. This list is in 
additiontothoseclasses0fCM0 
tran&s that are in the looclb risk- 
weight category because they do not 
lneetthele@ementofsection3 
(aX41) of the Securities Exchange 
Act of 1934, 15 US.C. 78cfaX411, or 
are not collateralized by securities 
issued by or fullyguaran&d by the 

High quality mortgage-related 
securities include, for purposes of 
the risk-based capital regulation, 
mortgagfxelated securities as 

offia?af’fhriftsq%&siam Pagelof2 
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Federal National Mortgage Associa- 
tion, the Federal Home Loan Mort- 

‘gage corporation# or the Govem- 
nxmt National Mortgqe Association 

F$ rm$Shsed capi- . . 
-ts 

issued I& Real Estate Mortgage 
Investment Gmduits (REMICS~ will 
betxeatdsimilartoQvl09. 

The office Eserves the right to 
rwiewclassesofCMOsandmay 
make revisions to the list below, as 
.f ppropriate. The risk-weight cate- 
~0rythatCMOsareassignedtowill 
be reviewed for appropriateness 

upon adoption of an interest rate 
riskoomponenttothethes*- 
basedcapitaln&.Atthattime,the 
Offhineendsto~tethemini- 
mum capital qubement that 
~tts~&h!rest-qWepay- . 

requvewnt that 
resultsfromcreditriskunderthe 
curre!nt*-weighting-t 

nUtAnpDeemed 
Residual Char . . 

lheR(m 
Q&al -ation 

l Fixed-rate Residuals 
. superprindpal~6qxrFos~ 

Floating-rate Residuals 
InverseFloaters 
Z-tranches 
Fixed-rate Planned Amortization 
class 0 support tranches 
with weighted-average lives at 
iSlsMceinaGcessof7yeals 
Fixed-rate Targeted Amortiza- 
tion Class CrAc) support 
trandEs with weigl-lted-average 
livesatbsuanceinexcessof7 
Y- 

+4ffl=- 
- John F. Robinson 

Senior Deputy Director, Supervision Policy (Acting) 
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